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threat thereof. If the loss of use of the
residence results in a decrease in the
amount normally expended for a living
expense item during the loss period,
the item of normal living expense is
considered not to have been incurred to
the extent of the decrease for purposes
of computing the limitation.

(4) Examples. The application of this
paragraph (b) may be illustrated by the
following examples:

Example 1. On March 1, 1970, A’s principal
residence, a dwelling owned by A no part of
which was rented to others or used for non-
residential purposes, was extensively dam-
aged by fire. The damaged residence was
under repair during the entire month of
March making it necessary for A and his
spouse to obtain temporary lodging and to
take their meals at a restaurant. A and his
spouse incur expenses of $200 for lodging at a
motel, $180 for meals which customarily
would have been prepared in his residence,
and $25 for commercial laundry service
which customarily would have been done by
A’s wife. A makes (directly or through mort-
gage insurance), or remains liable for, the re-
quired March payment of $190 on the mort-
gage note on his residence. The mortgage
payment results from a contractual obliga-
tion having no causal relationship to the oc-
currence of the casualty and is not consid-
ered as an actual living expense resulting
from the loss of use of the residence. A’s cus-
tomary commuting expense of $40 for bus
fares to and from work is decreased by $20
for the month because of the motel’s closer
proximity to his place of employment. Other
transportation expenses remain stable. Since
there has been a decrease in the amount of
A’s customary bus fares, normal transpor-
tation expenses are considered not to have
been incurred to the extent of the decrease.
Finally, A does not incur customary ex-
penses of $150 for food obtained for home
preparation, $75 for utilities expenses, and
$10 for laundry cleansers. The limitation
upon the excludable amount of an insurance
recovery for excess living expenses is $150,
computed as follows:

LIVING EXPENSES

Actual re-
sulting Normal not Increase
from cas- incurred (decrease)
ualty
Housing ... $200.00 | ..covvvvrennnen $200.00
{0111y (1=1- R I, $75.00 (75.00)
Meals ... 180.00 150.00 30.00
Transportation ....... | .coeeeveene. 20.00 (20.00)
Laundry ......ccoveeen 25.00 10.00 150.00
Total .....coceee 405.00 255.00 15.00
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Example 2. Assume the same facts as in ex-
ample (1) except that the damaged residence
is not owned by A but is rented to him for
$100 per month and that the risk of loss is
upon the lessor. Since A would not have in-
curred the normal rental of $100 for March,
the excludable amount is limited to $50 ($150
as in previous example less $100 normal rent
not incurred).

(¢) Principal residence. Whether or not
property is used by the insured tax-
payer and members of his household as
their principal residence depends upon
all the facts and circumstances in each
case. For purposes of this section, a
principal residence may be a dwelling
or an apartment leased to the insured
as well as a dwelling or apartment
owned by the insured.

[T.D. 7118, 36 FR 10729, June 2, 1971, as
amended by T.D. 7728, 45 FR 72650, Nov. 3,
1980]

§1.125-3 Effect of the Family and Med-
ical Leave Act (FMLA) on the oper-
ation of cafeteria plans.

The following questions and answers
provide guidance on the effect of the
Family and Medical Leave Act
(FMLA), 29 U.S.C. 2601 et seq., on the
operation of cafeteria plans:

Q-1: May an employee revoke cov-
erage or cease payment of his or her
share of group health plan premiums
when taking unpaid FMLA, 29 U.S.C.
2601 et seq., leave?

A-1: Yes. An employer must either
allow an employee on unpaid FMLA
leave to revoke coverage, or continue
coverage but allow the employee to
discontinue payment of his or her
share of the premium for group health
plan coverage (including a health flexi-
ble spending arrangement (FSA)) under
a cafeteria plan for the period of the
FMLA leave. See 29 CFR 825.209(e).
FMLA does not require that an em-
ployer allow an employee to revoke
coverage if the employer pays the em-
ployee’s share of premiums. As dis-
cussed in Q&A-3, if the employer con-
tinues coverage during an FMLA leave,
the employer may recover the employ-
ee’s share of the premiums when the
employee returns to work. FMLA also
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provides the employee a right to be re-
instated in the group health plan cov-
erage (including a health FSA) pro-
vided under a cafeteria plan upon re-
turning from FMLA leave if the em-
ployee’s group health plan coverage
terminated while on FMLA leave (ei-
ther by revocation or due to non-
payment of premiums). Such an em-
ployee is entitled, to the extent re-
quired under FMLA, to be reinstated
on the same terms as prior to taking
FMLA leave (including family or de-
pendent coverage), subject to any
changes in benefit levels that may have
taken place during the period of FMLA
leave as provided in 29 CFR
825.215(d)(1). See 29 CFR 825.209(e) and
825.215(d). In addition, such an em-
ployee has the right to revoke or
change elections under §1.125-4 (e.g.,
because of changes in status or cost or
coverage changes as provided under
§1.125-4) under the same terms and con-
ditions as are available to employees
participating in the cafeteria plan who
are working and not on FMLA leave.

Q-2: Who is responsible for making
premium payments under a cafeteria
plan when an employee on FMLA leave
continues group health plan coverage?

A-2: FMLA provides that an em-
ployee is entitled to continue group
health plan coverage during FMLA
leave whether or not that coverage is
provided under a health FSA or other
component of a cafeteria plan. See 29
CFR 825.209(b). FMLA permits an em-
ployer to require an employee who
chooses to continue group health plan
coverage while on FMLA leave to be re-
sponsible for the share of group health
premiums that would be allocable to
the employee if the employee were
working, and, for this purpose, treats
amounts paid pursuant to a pre-tax sal-
ary reduction agreement as amounts
allocable to the employee. However,
FMLA requires the employer to con-
tinue to contribute the share of the
cost of the employee’s coverage that
the employer was paying before the
employee commenced FMLA leave. See
29 CFR 825.100(b) and 825.210(a).

Q-3: What payment options are re-
quired or permitted to be offered under
a cafeteria plan to an employee who
continues group health plan coverage
while on unpaid FMLA leave, and what
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is the tax treatment of these pay-
ments?

A-3: (a) In general. Subject to the
limitations described in paragraph (b)
of this Q&A-3, a cafeteria plan may
offer one or more of the following pay-
ment options, or a combination of
these options, to an employee who con-
tinues group health plan coverage (in-
cluding a health FSA) while on unpaid
FMLA leave; provided that the pay-
ment options for employees on FMLA
leave are offered on terms at least as
favorable as those offered to employees
not on FMLA leave. These options are
referred to in this section as pre-pay,
pay-as-you-go, and catch-up. See also
the FMLA notice requirements at 29
CFR 825.301(b)(1)({iv).

(1) Pre-pay. (i) Under the pre-pay op-
tion, a cafeteria plan may permit an
employee to pay, prior to commence-
ment of the FMLA leave period, the
amounts due for the FMLA leave pe-
riod. However, FMLA provides that the
employer may not mandate that an
employee pre-pay the amounts due for
the leave ©period. See 29 CFR
825.210(c)(3) and (4).

(ii) Contributions under the pre-pay
option may be made on a pre-tax salary
reduction basis from any taxable com-
pensation (including from unused sick
days or vacation days). However, see
Q&A-5 of this section regarding addi-
tional restrictions on pre-tax salary re-
duction contributions when an employ-
ee’s FMLA leave spans two cafeteria
plan years.

(iii) Contributions under the pre-pay
option may also be made on an after-
tax basis.

(2) Pay-as-you-go. (i) Under the pay-
as-you-go option, employees may pay
their share of the premium payments
on the same schedule as payments
would have been made if the employee
were not on leave or under any other
payment schedule permitted by the
Labor Regulations at 29 CFR 825.210(c)
(e.g., on the same schedule as pay-
ments are made under section 4980B
(relating to coverage under the Con-
solidated Omnibus Budget Reconcili-
ation Act (COBRA), 26 U.S.C. 4980B),
under the employer’s existing rules for
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payment by employees on leave with-
out pay, or under any other system vol-
untarily agreed to between the em-
ployer and the employee that is not in-
consistent with this section or with 29
CFR 825.210(c)).

(ii) Contributions under the pay-as-
you-go option are generally made by
the employee on an after-tax basis.
However, contributions may be made
on a pre-tax basis to the extent that
the contributions are made from tax-
able compensation (e.g., from unused
sick days or vacation days) that is due
the employee during the leave period.

(iii) An employer is not required to
continue the group health coverage of
an employee who fails to make re-
quired premium payments while on
FMLA leave, provided that the em-
ployer follows the notice procedures re-
quired under FMLA. See 29 CFR 825.212.
However, if the employer chooses to
continue the health coverage of an em-
ployee who fails to pay his or her share
of the premium payments while on
FMLA leave, FMLA permits the em-
ployer to recoup the premiums (to the
extent of the employee’s share). See 29
CFR 825.212(b). Such recoupment may
be made as set forth in paragraphs
(a)(3)(1) and (ii) of this Q&A-3. See also
Q&A-6 of this section regarding cov-
erage under a health FSA when an em-
ployee fails to make the required pre-
mium payments while on FMLA leave.

(3) Catch-up. (i) Under the catch-up
option, the employer and the employee
may agree in advance that the group
coverage will continue during the pe-
riod of unpaid FMLA leave, and that
the employee will not pay premiums
until the employee returns from the
FMLA leave. Where an employee is
electing to use the catch-up option, the
employer and the employee must agree
in advance of the coverage period that:
the employee elects to continue health
coverage while on unpaid FMLA leave;
the employer assumes responsibility
for advancing payment of the pre-
miums on the employee’s behalf during
the FMLA leave; and these advance
amounts are to be paid by the em-
ployee when the employee returns from
FMLA leave.

(ii) When an employee fails to make
required premium payments while on
FMLA leave, an employer is permitted
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to utilize the catch-up option to recoup
the employee’s share of premium pay-
ments when the employee returns from
FMLA leave. See, e.g., 29 CFR
825.212(b). If the employer chooses to
continue group coverage under these
circumstances, the prior agreement of
the employee, as set forth in paragraph
(a)(3)(1) of this Q&A-3, is not required.

(iii) Contributions under the catch-up
option may be made on a pre-tax salary
reduction basis from any available tax-
able compensation (including from un-
used sick days and vacation days) after
the employee returns from FMLA
leave. The cafeteria plan may provide
for the catch-up option to apply on a
pre-tax salary reduction basis if pre-
miums have not been paid on any other
basis (i.e., have not been paid under the
pre-pay or pay-as-you-go options or on
a catch-up after-tax basis).

(iv) Contributions under the catch-up
option may also be made on an after-
tax basis.

(b) Exceptions. Whatever payment op-
tions are offered to employees on non-
FMLA leave must be offered to em-
ployees on FMLA leave. In accordance
with 29 CFR 825.210(c), cafeteria plans
may offer one or more of the payment
options described in paragraph (a) of
this Q&A-3, with the following excep-
tions:

(1) FMLA does not permit the pre-
pay option to be the sole option offered
to employees on FMLA leave. However,
the cafeteria plan may include pre-pay-
ment as an option for employees on
FMLA leave, even if such option is not
offered to employees on non-FMLA
leave-without-pay.

(2) FMLA allows the catch-up option
to be the sole option offered to employ-
ees on FMLA leave if and only if the
catch-up option is the sole option of-
fered to employees on non-FMLA
leave-without-pay.

(3) If the pay-as-you-go option is of-
fered to employees on non-FMLA
leave-without-pay, the option must
also be offered to employees on FMLA
leave. The employer may also offer em-
ployees on FMLA leave the pre-pay op-
tion and/or the catch-up option.

(c) Voluntary waiver of employee pay-
ments. In addition to the foregoing pay-
ment options, an employer may volun-
tarily waive, on a nondiscriminatory
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basis, the requirement that employees
who elect to continue group health
coverage while on FMLA leave pay the
amounts the employees would other-
wise be required to pay for the leave
period.

(d) Example. The following example
illustrates this Q&A-3:

Example. (i) Employer Y allows employees
to pay premiums for group health coverage
during an FMLA leave on an after-tax basis
while the employee is on unpaid FMLA
leave. Under the terms of Y’s cafeteria plan,
if an employee elects to continue health cov-
erage during an unpaid FMLA leave and fails
to pay one or more of the after-tax premium
payments due for that coverage, the employ-
ee’s salary after the employee returns from
FMLA leave is reduced to cover unpaid pre-
miums (i.e. the premiums that were to be
paid by the employee on an after-tax basis
during the FMLA leave, but were paid by the
employer instead).

(ii) In this Example, Y’s cafeteria plan sat-
isfies the conditions in this Q&A-3. Y’s cafe-
teria plan would also satisfy the conditions
in this Q&A-3 if the plan provided for cov-
erage to cease in the event the employee
fails to make a premium payment when due
during an unpaid FMLA leave.

Q-4: Do the special FMLA require-
ments concerning payment of pre-
miums by an employee who continues
group health plan coverage under a caf-
eteria plan apply if the employee is on
paid FMLA leave?

A-4: No. The Labor Regulations pro-
vide that, if an employee’s FMLA leave
is paid leave as described at 29 CFR
825.207 and the employer mandates that
the employee continue group health
plan coverage while on FMLA leave,
the employee’s share of the premiums
must be paid by the method normally
used during any paid leave (e.g., by pre-
tax salary reduction if the employee’s
share of premiums were paid by pre-tax
salary reduction before the FMLA
leave began). See 29 CFR 825.210(b).

Q-5: What restrictions apply to con-
tributions when an employee’s FMLA
leave spans two cafeteria plan years?

A-5: (a) No amount will be included
in an employee’s gross income due to
participation in a cafeteria plan during
FMLA leave, provided that the plan
complies with other generally applica-
ble cafeteria plan requirements.
Among other requirements, a plan may
not operate in a manner that enables
employees on FMLA leave to defer
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compensation from one cafeteria plan
year to a subsequent cafeteria plan
year. See section 125(d)(2).

(b) The following example illustrates
this Q&A-5:

Example. (i) Employee A elects group
health coverage under a calendar year cafe-
teria plan maintained by Employer X. Em-
ployee A’s premium for health coverage is
$100 per month throughout the 12-month pe-
riod of coverage. Employee A takes FMLA
leave for 12 weeks beginning on October 31
after making 10 months of premium pay-
ments totaling $1,000 (10 months x $100 =
$1,000). Employee A elects to continue health
coverage while on FMLA leave and utilizes
the pre-pay option by applying his or her un-
used sick days in order to make the required
premium payments due while he or she is on
FMLA leave.

(ii) Because A cannot defer compensation
from one plan year to a subsequent plan
year, A may pre-pay the premiums due in
November and December (i.e., $100 per
month) on a pre-tax basis, but A cannot pre-
pay the premium payment due in January on
a pre-tax basis. If A participates in the cafe-
teria plan in the subsequent plan year, A
must either pre-pay for January on an after-
tax basis or use another option (e.g., pay-as-
you-go, catch-up, reduction in unused sick
days, etc.) to make the premium payment
due in January.

Q-6: Are there special rules con-
cerning employees taking FMLA leave
who participate in health FSAs offered
under a cafeteria plan?

A-6: (a) In general. (1) A group health
plan that is a flexible spending ar-
rangement (FSA) offered under a cafe-
teria plan must conform to the gen-
erally applicable rules in this section
concerning employees who take FMLA
leave. Thus, to the extent required by
FMLA (see 29 CFR 825.209(b)), an em-
ployer must—

(i) Permit an employee taking FMLA
leave to continue coverage under a
health FSA while on FMLA leave; and

(ii) If an employee is on unpaid
FMLA leave, either—

(A) Allow the employee to revoke
coverage; or

(B) Continue coverage, but allow the
employee to discontinue payment of
his or her share of the premium for the
health FSA under the cafeteria plan
during the unpaid FMLA leave period.

(2) Under FMLA, the plan must per-
mit the employee to be reinstated in
health coverage upon return from
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FMLA leave on the same terms as if
the employee had been working
throughout the leave period, without a
break in coverage. See 29 CFR 825.214(a)
and 825.215(d)(1) and paragraph (b)(2) of
this Q&A-6. In addition, under FMLA,
a plan may require an employee to be
reinstated in health coverage upon re-
turn from a period of unpaid FMLA
leave, provided that employees who re-
turn from a period of unpaid leave not
covered by the FMLA are also required
to resume participation upon return
from leave.

(b) Coverage. (1) Regardless of the
payment option selected under Q&A-3
of this section, for so long as the em-
ployee continues health FSA coverage
(or for so long as the employer con-
tinues the health FSA coverage of an
employee who fails to make the re-
quired contributions as described in
Q&A-3(a)(2)(iii) of this section), the full
amount of the elected health FSA cov-
erage, less any prior reimbursements,
must be available to the employee at
all times, including the FMLA leave
period.

(2)(Q) If an employee’s coverage under
the health FSA terminates while the
employee is on FMLA leave, the em-
ployee is not entitled to receive reim-
bursements for claims incurred during
the period when the coverage is termi-
nated. If an employee subsequently
elects or the employer requires the em-
ployee to be reinstated in the health
FSA upon return from FMLA leave for
the remainder of the plan year, the em-
ployee may not retroactively elect
health FSA coverage for claims in-
curred during the period when the cov-
erage was terminated. Upon reinstate-
ment into a health FSA upon return
from FMLA leave (either because the
employee elects reinstatement or be-
cause the employer requires reinstate-
ment), the employee has the right
under FMLA: to resume coverage at
the level in effect before the FMLA
leave and make up the unpaid premium
payments, or to resume coverage at a
level that is reduced and resume pre-
mium payments at the level in effect
before the FMLA leave. If an employee
chooses to resume health FSA coverage
at a level that is reduced, the coverage
is prorated for the period during the
FMLA leave for which no premiums

26 CFR Ch. | (4-1-10 Edition)

were paid. In both cases, the coverage
level is reduced by prior reimburse-
ments.

(ii) FMLA requires that an employee
on FMLA leave have the right to re-
voke or change elections (because of
events described in §1.125-4) under the
same terms and conditions that apply
to employees participating in the cafe-
teria plan who are not on FMLA leave.
Thus, for example, if a group health
plan offers an annual open enrollment
period to active employees, then, under
FMLA, an employee on FMLA leave
when the open enrollment is offered
must be offered the right to make elec-
tion changes on the same basis as other
employees. Similarly, if a group health
plan decides to offer a new benefit
package option and allows active em-
ployees to elect the new option, then,
under FMLA, an employee on FMLA
leave must be allowed to elect the new
option on the same basis as other em-
ployees.

(3) The following examples illustrate
the rules in this Q&A-6:

Example 1. (i) Employee B elects $1,200
worth of coverage under a calendar year
health FSA provided under a cafeteria plan,
with an annual premium of $1,200. Employee
B is permitted to pay the $1,200 through pre-
tax salary reduction amounts of $100 per
month throughout the 12-month period of
coverage. Employee B incurs no medical ex-
penses prior to April 1. On April 1, B takes
FMLA leave after making three months of
contributions totaling $300 (3 months x $100 =
$300). Employee B’s coverage ceases during
the FMLA leave. Consequently, B makes no
premium payments for the months of April,
May, and June, and B is not entitled to sub-
mit claims or receive reimbursements for ex-
penses incurred during this period. Employee
B returns from FMLA leave and elects to be
reinstated in the health FSA on July 1.

(ii) Employee B must be given a choice of
resuming coverage at the level in effect be-
fore the FMLA leave (i.e., $1,200) and making
up the unpaid premium payments ($300), or
resuming health FSA coverage at a level
that is reduced on a prorata basis for the pe-
riod during the FMLA leave for which no
premiums were paid (i.e., reduced for 3
months or 1/4 of the plan year) less prior re-
imbursements (i.e., $0) with premium pay-
ments due in the same monthly amount pay-
able before the leave (i.e., $100 per month).
Consequently, if B chooses to resume cov-
erage at the level in effect before the FMLA
leave, B’s coverage for the remainder of the
plan year would equal $1,200 and B’s monthly
premiums would be increased to $150 per
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month for the remainder of the plan year, to
make up the $300 in premiums missed ($100
per month plus $50 per month ($300 divided
by the remaining 6 months)). If B chooses
prorated coverage, B’s coverage for the re-
mainder of the plan year would equal $900,
and B would resume making premium pay-
ments of $100 per month for the remainder of
the plan year.

Example 2. (i) Assume the same facts as Ex-
ample 1 except that B incurred medical ex-
penses totaling $200 in February and ob-
tained reimbursement of these expenses.

(ii) The results are the same as in Example
1, except that if B chooses to resume cov-
erage at the level in effect before the FMLA
leave, B’s coverage for the remainder of the
year would equal $1,000 ($1,200 reduced by
$200) and the monthly payments for the re-
mainder of the year would still equal $150. If
instead B chooses prorated coverage, B’s cov-
erage for the remainder of the plan year
would equal $700 ($1,200 prorated for 3
months, and then reduced by $200) and the
monthly payments for the remainder of the
year would still equal $100.

Example 3. (i) Assume the same facts as Ex-
ample 1 except that, prior to taking FMLA
leave, B elects to continue health FSA cov-
erage during the FMLA leave. The plan per-
mits B (and B elects) to use the catch-up
payment option described in Q&A-3 of this
section, and as further permitted under the
plan, B chooses to repay the $300 in missed
payments on a ratable basis over the remain-
ing 6-month period of coverage (i.e., $50 per
month).

(ii) Thus, B’s monthly premium payments
for the remainder of the plan year will be
$150 ($100 + $50).

Q-7: Are employees entitled to non-
health benefits while taking FMLA
leave?

A-T7: FMLA does not require an em-
ployer to maintain an employee’s non-
health benefits (e.g., life insurance)
during FMLA leave. An employee’s en-
titlement to benefits other than group
health benefits under a cafeteria plan
during a period of FMLA leave is to be
determined by the employer’s estab-
lished policy for providing such bene-
fits when the employee is on non-
FMLA leave (paid or unpaid). See 29
CFR 825.209(h). Therefore, an employee
who takes FMLA leave is entitled to
revoke an election of non-health bene-
fits under a cafeteria plan to the same
extent as employees taking non-FMLA
leave are permitted to revoke elections
of non-health benefits under a cafeteria
plan. For example, election changes
are permitted due to changes of status
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or upon enrollment for a new plan
year. See §1.125-4. However, FMLA pro-
vides that, in certain cases, an em-
ployer may continue an employee’s
non-health benefits under the employ-
er’s cafeteria plan while the employee
is on FMLA leave in order to ensure
that the employer can meet its respon-
sibility to provide equivalent benefits
to the employee upon return from un-
paid FMLA. If the employer continues
an employee’s non-health benefits dur-
ing FMLA leave, the employer is enti-
tled to recoup the costs incurred for
paying the employee’s share of the pre-
miums during the FMLA leave period.
See 29 CFR 825.213(b). Such recoupment
may be on a pre-tax basis. A cafeteria
plan must, as required by FMLA, per-
mit an employee whose coverage ter-
minated while on FMLA leave (either
by revocation or nonpayment of pre-
miums) to be reinstated in the cafe-
teria plan on return from FMLA leave.
See 29 CFR 825.214(a) and 825.215(d).

Q-8: What is the applicability date of
the regulations in this section?

A-8: This section is applicable for
cafeteria plan years beginning on or
after January 1, 2002.

[T.D. 8966, 66 FR 52677, Oct. 17, 2001; 66 FR
63920, Dec. 11, 2001]

§1.125-4 Permitted election changes.

(a) Election changes. A cafeteria plan
may permit an employee to revoke an
election during a period of coverage
and to make a new election only as
provided in paragraphs (b) through (g)
of this section. Section 125 does not re-
quire a cafeteria plan to permit any of
these changes. See paragraph (h) of
this section for special provisions re-
lating to qualified cash or deferred ar-
rangements, and paragraph (i) of this
section for special definitions used in
this section.

(b) Special enrollment rights—(1) In
general. A cafeteria plan may permit an
employee to revoke an election for cov-
erage under a group health plan during
a period of coverage and make a new
election that corresponds with the spe-
cial enrollment rights provided in sec-
tion 9801(f).

(2) Examples. The following examples
illustrate the application of this para-
graph (b):
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